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BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

Joint Application of KERNVILLE DOMESTIC WATER COMPANY (d.b.a., Kern River Valley Water Company) (U-295-W) and Mullen Water Company (U-255-W) for an Ex Parte Order Authorizing the Acquisition of the Utility Assets of Mullen Water Company by Kernville Domestic Water Company.


Application 00-04-021

(Filed April 7, 2000)

O P I N I O N

Summary

This decision grants Mullen Water Company (Mullen) authority pursuant to Public Utilities Code Sections 851-854
 to sell and transfer its water system and property to Kernville Domestic Water Company, doing business as Kern River Valley Water Company (Kern River Valley).  Kern River Valley is authorized to take over the water system which serves 43 customers located in an outlying area of the City of Porterville in Tulare County.

Reasons for the Sale and Acquisition

The Mullen system was previously operated by Gilbert E. Mullen now deceased.  As a result of his death all interest in Mullen is held in the Gilbert E. Mullen Revocable Trust U/T/D August 18, 1995 (Trust), which is now responsible for the operations of Mullen.  The First Successor Trustee, John Cochran (Trustee) desires to sell Mullen and thereby relieve the Trust of the responsibility of managing, operating and maintaining a public utility water system.

According to Kern River Valley, the acquisition will further its plans to acquire and upgrade small water systems in and around its existing service area located in the area of Lake Isabella, Kern County.  Kern River Valley believes that the acquisition will provide increased operational efficiencies and synergies, economies of scale and emergency response capabilities, all of which will ultimately benefit current and future customers.

Kern River Valley

Kern River Valley presently supplies water for domestic purposes to approximately 4,200 customers in service areas around Lake Isabella and the unincorporated areas of Bodfish, Kernville, Lakeland, Mountain Shadows, Ponderosa Pine, Onyx, Split Mountain, Southlake and Squirrel Mountain in Kern County, California.

Kern River Valley is a wholly owned subsidiary of Dominguez Water Company (Dominguez).  Dominguez is comprised of two operating divisions, South Bay and Redwood Valley and serves a combined customer base of 34,000 customers.  In addition to the two operating divisions, Dominguez currently owns and operates 10 small systems in southern Kern County (Kern River Valley) and four small systems in northern Los Angeles County (Antelope Valley), which collectively serve approximately 5,250 customers.  Under its ownership, Dominguez’ subsidiaries, Kern River Valley and Antelope Valley, have achieved operational efficiencies and economies of scale.  Also, as a result of improvements made to systems in these operating divisions, Department of Health Services (DHS) imposed building moratoriums have been lifted in certain areas.

On November 13, 1998, Dominguez Services Corporation (DSC) and California Water Services Group (Cal Water) entered into an agreement to merge whereby DSC and its subsidiaries will be merged with California Water Service Company, a wholly owned subsidiary of Cal Water.  On March 22, 1999, the agreement to merge was amended.  If DSC is merged with Cal Water prior to the closing date of this proceeding, Cal Water will be entitled to all rights and obligations pursuant to the agreement.

Benefits to Mullen Customers

Mullen and Kern River Valley, jointly referred to as Applicants, state that the acquisition is in the best interest of Mullen’s customers for the following reasons.  First, Kern River Valley possesses the technical, managerial and financial capability to operate and manage the Mullen system and make future capital improvements as may be necessary to maintain and upgrade this system.  Further, Kern River Valley possesses extensive experience in managing and operating small water systems.  Second, under Kern River Valley ownership, Mullen’s customers will benefit from Kern River Valley’s lower cost of capital with respect to financing future capital improvements for this system.  Third, as previously stated, the Trustee desires to sell and thereby relieve the Trust of the responsibility of managing, operating and maintaining a public utility water system.  The Trustee is neither capable of assuming nor desires to assume the responsibility for this public utility water system.  Fourth, the acquisition will ensure continued professional management, operation and maintenance of the Mullen system, compliance with health and safety regulations and timely responses to customer concerns and inquiries and emergency situations—all of which ultimately benefit current and future Mullen’s customers.

The Water System

The water system includes:

1 – well (248 ft.)

1 – 20 H.P. turbine pump check valve and flow meter

1 – steel storage tank (3,000 gallons)

200 ft. – transmission main 4”

1,360 ft. – transmission main 2-3”

43 – customer service lines

2 – hydrants

Terms of Sale and Valuation of Utility Assets

As consideration for the sale of the utility assets, Kern River Valley will pay Mullen cash in the amount of $11,000.  The sale price is the approximate book value of the land and plant assets on the mutually agreed upon valuation date of June 18, 1998.

Section 2720 requires that the Commission must use a fair market value standard to establish rate base in setting rates for regulated systems acquired by other regulated water utilities.  In accordance with the standard of fair market value, the Applicants performed an asset valuation analysis to determine whether the purchase price exceeded reproduction costs.  The analysis included a replacement cost net less depreciation (RCNLD) appraisal of the utility assets, a copy of which is attached as Exhibit E to the application.  As shown in Exhibit E, the purchase price does not exceed the RCNLD value.

Rate Impact of the Acquisition

Kern River Valley is not requesting at this time any changes to Mullen’s current rates and states that it does not intend to apply for a general change in rates until after the year 2002.

Applicants performed a rate impact analysis to determine the net impact of the acquisition on Mullen’s annual revenue requirement, a copy of which is attached as Exhibit F to the application.  This analysis includes financial forecasts for years 2001 and 2005, and shows that the acquisition will not significantly impact Mullen’s annual revenue requirement because of the cost savings from operational efficiencies and synergies – as well as the savings from a lower equity structure
--that will be realized under Kern River Valley ownership.  According to Applicants, Mullen’s customers will also continue to benefit from Kern River Valley’s debt-equity structure with respect to financing future capital improvements.

Request for Incentives

Applicants state that under current ownership, Mullen does not possess adequate technical, managerial or financial capability to meet DHS criteria.  Applicants believe that the acquisition is in the best interest of Mullen’s customers because Mullen is an insufficiently operated and managed small utility.  Applicants requested that the Commission grant Kern River Valley the following incentives or substitutes pursuant to Decision (D.) 99-10-064 for a period not to exceed seven years:

a. Establish a memorandum account for expenses associated with unanticipated repairs,


b. Design rates to recover up to 100% of fixed costs in the service charge,

c. File for an increase in rates based on the most recent increase in the Consumer Price Index for All Urban Consumers, and 


d. Set rates on the basis of the applicable rate of return on rate base permitted a Class C or Class D water utility.

Also, Applicants further request that the Commission allow Kern River Valley to include for purposes of ratemaking any cost incurred to complete the acquisition of Mullen pursuant to D.99-10-064.

The Commission’s Ratepayer Representation Branch (RRB) filed its protest to the application questioning whether the incentives requested were appropriate.  The RRB protest provides that, “if applicants drop all incentive requirements with the exception of the memorandum account for unanticipated repairs, RRB will withdraw its protest and recommend an ex-parte decision.”

By letter dated May 24, 2000, Kern River Valley withdrew the request for incentives with the exception of the memorandum account for unanticipated repairs.  Thereupon, RRB withdrew its protest with the recommendation that the Commission positively recognize and commend Dominguez for its active role in purchasing small water utilities.

Discussion

The sale and acquisition of utility property is governed by Sections 851‑854.  Before any sale and acquisition is approved, the Commission must determine that the public interest is protected.  See Hanlon v. Eshleman, 169, C.200 at 202 (1915), which states:  “The commission’s power is to be exercised for the protection of the rights of the public interested in the service, and to that end alone.”  Also, see Plunkett Water Company, 65 CPUC 313 (1966), where the Commission rejected a proposed transfer of water utility assets because the possibility of a rate increase for the customers served by the transferred assets outweighed the benefits of improved fire protection (Id., p. 316).

Recently, the Legislature concluded that corporations should be provided with an incentive to purchase smaller public water systems.  This policy is reflected in the Public Water System Investment and Consolidation Act of 1997, which added Sections 2718, 2719 and 2720.  Briefly, Section 2718 simply codifies the name:  “Public Water System Investment and Consolidation Act of 1997.”  Section 2719 codifies the Legislature’s findings that (a) many public water systems require replacement and upgrading to meet state and federal safe drinking water laws and regulations governing fire flow standards for public protection; (b) these infrastructure improvements require sizeable capital investment; (c) public water system operation is subject to scale economies; and (d) ratepayers will benefit if water corporations have an incentive to achieve scale economies.  Section 2720 requires the Commission to use the standard of fair market value for any acquired system when establishing rate base for ratesetting.  However, the Legislature left the Commission authority under Sections 851 and 852 to deny the application if the resulting rate impact is not “fair and reasonable.”

Consistent with the Legislature’s intent in promulgating Section 2718 et seq., the general policy followed by the Commission is to facilitate the acquisition of small uneconomic water public utilities by large, well established water public utilities, so that the latter’s managerial and technical expertise and financial resources can be combined with economies of scale to benefit the ratepayers of the former.  However, not every proposed acquisition serves that purpose, and each situation must be examined with care.

In the case before us, because the sale price approximates the book value of the assets, there is no resulting enhanced rate base or acquisition premium issue.  Furthermore, Kern River Valley has agreed to wait until after the year 2002 before it applies for a general rate increase and more importantly, the customers of Kern River Valley will have the benefit of professional management, improved access to capital needed to comply in the future with water quality requirements, and more efficient operations due to economies of scale.  Also, we are satisfied that Kern River Valley has the experience and the resources to provide good water service to Mullen’s customers.  Accordingly, we conclude that the transfer of Mullen to Kern River Valley would be in the public interest.

Also, as recommended by Water Branch, Kern River Valley should be authorized to establish a memorandum account for expenses associated with unanticipated repairs.  And, we commend Kern River Valley for its active role in purchasing small utilities.

Upon payment to the Commission of the Public Utilities Reimbursement Fees collected to the date of the consummated sale and transfer, Country Estates can be relieved of further public utility obligations with regard to the system.

Finally, pursuant to provisions of California Health and Safety Code (CH&S) Section 116525(a), any person or entity operating a public water system must have a permit to operate that system from DHS, and a change in ownership of a public health system requires the prospective new owner to apply to and satisfy DHS’ requirement that the new owner “possesses adequate financial, managerial, and technical capability to assure the delivery of pure, wholesome, and potable drinking water” (CH&S Code Section 116540).  Accordingly, apart from authorization from the Commission for Kern River Valley’s acquisition of Mullen, Kern River Valley must also apply to DHS for reissuance of the existing permits of Mullen.

Procedural Status

The application was filed on April 7, 2000, and notice of the filing appeared in the Commission’s Daily Calendar on May 10, 2000.  Pursuant to Resolution ALJ 176-3038, issued on May 4, 2000, the application was preliminarily categorized as a ratesetting matter for which no hearings would be required.  No protests from customers have been received.  The Commission’s Water Division has no objection following an agreement reached with Kern River Valley as discussed above; it has withdrawn its protest.  Given these developments, a public hearing is not necessary, and it is not necessary to alter the preliminary determinations made in Resolution ALJ 176-3038.

This is an uncontested matter which pertains solely to water corporations.  Accordingly, pursuant to Section 311(g)(3), the 30-day period for public review and comment is being waived.

Findings of Fact

1. Mullen is currently operated by the Trustee, who is neither capable of assuming nor desires to assume the responsibility for this public utility water system.

2. Kern River Valley has the resources and experience to competently manage and operate the Mullen system.

3. The agreed-upon purchase price of $11,000 is approximately the net book value of the system; therefore, the sale does not involve any enhanced rate base or acquisition premium.

4. Application of the fair market value purchase price of $11,000 as rate base will not result in a rate impact that is unfair or unreasonable.

5. Current ratepayers in the transferred system can reasonably expect to receive good service through Kern River Valley.

6. Notice of this application appeared in the Daily Calendar on May 10, 2000, and customers received individual notice by mail.  No protests have been filed.

7. The Commission’s Water Division has reviewed the proposed terms of sale of the water system and has withdrawn its initial protest.

Conclusions of Law

1. A hearing is not necessary.

2. Transfer of ownership of Mullen to Kern River Valley would be in the public interest.

3. Setting the rate base value of the utility assets of Mullen at the purchase price of $11,000 and using this $11,000 valuation for both ratesetting purposes and all other related purposes within the Commission’s jurisdiction is reasonable.

4. Kern River Valley should be authorized to establish a memorandum account for expenses associated with unanticipated repairs.

5. It can be seen with reasonable certainty that there are no adverse environmental issues associated with the proposed transfer of the water service.

6. The application should be approved, and after consummation of the transfer and payment to the Commission of reimbursement fees due pursuant to Section 401, et seq., Mullen should be relieved of its public utility responsibilities.

7. Kern River Valley should obtain permits to operate the system from the DHS pursuant to the requirements of CH&S Section 11650(a).

ORDER

IT IS ORDERED that:

1. Within six months after the effective date of this order, Mullen Water Company (Mullen) may sell and transfer to Kernville Domestic Water Company, doing business as Kern River Valley Water Company (Kern River Valley), the water system set forth in the application.

2. Within 10 days of the actual transfer, Kern River Valley shall notify the Commission in writing of the date on which the transfer was consummated.  A true copy of the instrument effecting the sale and transfer shall be attached to the written notification.

3. Within 30 days of the actual transfer, Kern River Valley shall file an advice letter in accordance with General Order 96-A to modify Mullen’s tariff book to reflect this sale.

4. Mullen shall make remittance to the Commission of the Public Utilities Commission Reimbursement Fees collected to the date of the sale and transfer of the subject water system.

5. Upon completion of the sale and transfer authorized by this Commission order, and payment of the Public Utilities Commission Reimbursement Fees, Mullen shall stand relieved of its public utility water service obligation.

6. Kern River Valley is authorized to establish a memorandum account for expenses associated with unanticipated repairs.

7. Application 00-04-021 is closed.

This order is effective today.

Dated August 3, 2000, at San Francisco, California.
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�  All statutory references are to the California Public Utilities Code unless otherwise stated.


�  Mullen’s current rates became effective on August 17, 1999.


�  Under Kern River Valley ownership, Mullen will move from a Class D to a Class A utility equity structure—specifically from 100 to 62% equity.  This will effectively lower Mullen’s cost of equity and, accordingly, its rate of return from 16.83% to approximately 9.32%.
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